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National Home Health Care Corp. isa

provider of home health care services
in the northeast region. Through its i b \‘
subsidiary in New York, the Company
provides paraprofessional services

in Southern New York State. Through

|
|
its subsidiaries in Connecticut, the ! ‘
Company provides a wide variety of “
skilled nursing, paraprofessional and

staffing services throughout the

U

state. Through its subsidiary in New ‘\
Jersey, the Company provides para- \
professional services in Northern 1

Net Income
(dollars in milfions)

New Jersey. Through its subsidiary l
in Massachusetts, the Company '1 -
provides skilled nursing and para- | o
professional services throughout the L
state. The Company, which is head- “
quartered in Scarsdale, New York,

currently has approximately 3,350

|

|

full and part-time employees. |
1

|

|




selacted financial deta

Flseal Years July 31, 2008 2002 20017
Sratement ef BData3
Revenue SAR000  $97,235,000 $62,172,000 $74492000 $55,574,000
Opperating expenses - 87,694,000 73,792,000 67,804,000 51,247,000
Ineome eperatiens 26072 006) ©,541,000 8,330,000 6,688,000 4,327 000
Orher incomes

Interest income 945,000 943,000 227,000 216,000 220,000

Geln from sele of

of equity Investee = = = = 1,602,800

Inceme belfore Income w@xes 7,760,800 9,684,000 8,807,000 6,904,000 6,149,000
Previsien for income taxes TLL0,000 3,901,000 3,336,000 2,704,000 2,058,000
Net Income A%7201000, 5,783,000 5,271,000 4,200,000 4,091,000
Diluted net Income per share

of commeon stoek 8 OIS 100 $ 091 $ 075 $ 0.74
Shect Defes
Tetal esssis BBA86,000 48473000 43,5312000 37,250,000 30,856,000
Werking capital W00 29,551,000 28,232,000 22,938,000 19,372,000
Retained cermings 291622000 15639,000 14,764,000 12,274,000
Steckhelders’ eguity 43866000 3BE79,000 32,564,000 28,486,000

stock market infermetion

Natiens! Heme Health Care on the Nasdag Steck Maret under the symbel NIHHC. The fellewing talble sets forth the
high end lew bid prices of the Cempany’s Commen Steck during the fses! Indlieated as by Nesdag,

Meh  lew High Low
EigsH $I040 SBL67 First Quarier $10.93 $8.28
£99409 Secand Quarter $10.90 $7.82
G128 8989 Third Querter $10.34 $6.35
399,78 89,99 Bourth Quarer $ 783 $6.50

There were approsdimetely 161 helders of of the Compeny’s Commen Steck es of 22, 2004, exeluding eerein ben-
eficel helders thet own their sheres in sireet name, but Indlueling each firmm which helds sheres en behalf of such beneficlel ewners.

The Cempany hes not dedlared or peid cash dividends for the lest twe fiseal yesrs, The Beard of Directers of the Compeny did
dedare @ cash dividend of $0.075 per shere of Commen Stock in the fiseal quarter ending October 31, 2004. The Company
anticipates thet this emeunt will be peld as @ querterly dividend gelng forwerd, subject te the Beard’s diseretion, on the
Compeny’s cash requirements.




letter to our

Fiscal 2004 was a very challeng-
ing year for National Home Health
Care Corp. The Company was again
successful in achieving strong finan-
cial results. Revenue for the fiscal
year was $94,592,000 and income
from operations was $7,617,000,
representing an 8% operating mar-
gin. Fiscal 2004 net income was
$4,720,000, or $.83 per share. These
results compare with revenue of
$97,235,000, income from opera-
tions of $9,541,000 and a 9.8% oper-
ating margin for fiscal 2003. Fiscal
2003 net income was $5,783,000, or
$1.01 per share. The decline in rev-
enue, income from operations and
net income from fiscal 2003 was pri-
marily attributable to the substantial
decline in Medicaid reimbursement
rates for certain nursing services
in Connecticut that was effective in
May 2003.

At July 31, 2004, the Company
had cash and cash equivalents of
$20,185,000, total current assets
of $39,616,000 and total liabilities
of $4,447,000. Qver the past three-
year period, the Company’s work-
ing capital has increased from
$22,138,000 at July 31, 2001 to
$35,169,000 at July 31, 2004. In
October 2003, the Company
renewed its $7,500,000 secured
committed line of credit with its
bank. In June 2004, the Board of
Directors extended the Company's
program to repurchase its Common
Stock for an additional year. The
extension of the stock repurchase
program reflects the Company's
strong financial position and manage-
ment’s confidence in the Company’s

tockholders

long-term prospects. In addition,
on October 2, 2004, the Company
announced that its Board of
Directors declared a cash dividend
of $.075 per share on its common
stock, payable November 5, 2004
to holders of record of its outstand-
ing common stock on October 22,
2004. The Board of Directors antici-
pates declaring a regular cash divi-
dend on a going forward basis,
subject to the Board’s discretion
based upon the Company's future
cash requirements.

The Company faced a number of
obstacles during the past fiscal year.
In October 2003, our Connecticut
home health care subsidiary received
a subpoena in an investigation into
possible violations of certain federal
health care laws. In November 2003,
the President of Health Acquisition
Corp., our New York home health
care subsidiary, passed away. Lastly,
although the Company identified
several potential acquisition candi-
dates to further its strategic busi-
ness plan, no acquisitions were
completed during fiscal 2004. On
October 6, 2004, the Company
through a subsidiary in Connecticut,
acquired certain assets from On
Duty Metropolitan Connecticut,
LLC ("On Duty"”). Revenue for the
last twelve months for On Duty was
approximately $3,000,000. The
acquisition complements the
Company’s existing operations in
Connecticut and expands its market
share in the state.

The Company is pleased to
report that its operations in Massa-
chusetts, Connecticut and New
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To our dedicated health care

personnel and administrative
employees that continue to make
our Company a success, we

are again most grateful.




Jersey made positive strides during
fiscal 2004. Qur Massachusetts
home health care subsidiary experi-
enced a 30.8% increase in revenue
over fiscal 2003, as it expanded its
Medicare certified operations in the
state. Our New Jersey home health
care subsidiary experienced a 16.4%
increase in revenue over fiscal 2003,
as it was able to capture additional
markets within its geographic oper-
ations. Our Connecticut home health
care subsidiary was able to secure
additional contracts and referral
sources, despite the ongoing inves-
tigation mentioned above.

During fiscal 2004, the Company
evaluated the operations of its sup-
plemental staffing operations in
New York and New Jersey. As a
result of experiencing continued
declining cperating margins and the
uncertainty of payment from its
vendors, the Company decided to
exit these markets during fiscal
2004. In addition, Health Acquisition
Corp. exited the Suffolk County,
New York home health care market
during the fiscal year, as a result of
shrinking operating margins. In April
2004, Health Acquisition Corp. and
AFSCME District 1707 concluded
negotiations on an initial three-year
labor contract that became effective
May 1, 2004. The Company does
not believe that the labor contract
will have a material adverse effect
on the Company’s future results of
operations or financial condition.

The Company is dependent on
reimbursement by third-party payors.
Medicare and Medicaid accounted
for approximately 48% of the
Company's consolidated 2004 reve-
nues. In May 2003, the Connecticut
Department of Social Services sub-
stantially decreased its Medicaid
rates for certain nursing visits by

approximately 39%. In April 2004,
these same rates were increased
approximately 9%. In addition, the
Company stated last year that legis-
lation had been proposed in the
state of New Jersey that would have
changed the delivery of home
health aide services to Medicaid
beneficiaries. We are pleased to
state that the proposed change was
subsequently defeated. Other than
the change in Medicaid rates in
Connecticut, there were no material
changes in Medicaid reimburse-
ment affecting any operations of
the Company during fiscal 2004.

The Company continues to rely
significantly on its ability to attract
and retain caregivers who possess
the skill, experience and licenses
necessary to meet the requirements
of the Company's customers and
referral sources. In addition, the
aftermath of September 11, 2001
has continued to have a negative
effect on our business, through
increases in all of our liability cover-
ages, workers’ compensation pre-
miums, health insurance premiums
and unemployment taxes. Lastly, as
a public company, we will have to
comply with all aspects of the
Sarbanes-Oxley Act, including 404
compliance, which will substantially
increase our professional fees in the
upcoming fiscal year.

The Company remains commit-
ted to taking on all the challenges
that exist within the home health care
industry. Financially, the Company
remains very strong. As always,
management will continue to seek
and take advantage of opportuni-
ties as they become available.

Sincerely,

—

Steven Fialkow
President & Chief Executive Officer

We hope to continue our
strategic business plan of
becoming one of the largest

providers of home health care

services in the northeast.



Management's Discussion

and Analysis of Financial Condition and Results of Operations

Forward-Looking Statements

This Annual Report contains certain forward-looking state-
ments that involve a number of risks and uncertainties.
Forward-looking statements may be identified by the use of

"o

will," "expect,”

"o

forward-looking terminology such as "may,

"o "on "o

"believe,” "estimate,” "project,” "anticipate,” “continue,” or
similar terms, variations of those terms or the negative of
those terms. Important factors that could cause actual results
to differ materially from those indicated by such forward-
locking statements are set forth in the Company’s filings
with the United States Securities and Exchange Commission
("SEC"), including the Company's Annual Report on Form
10-K, the Company's Quarterly Reports on Form 10-Q and
other filings and releases. These include but are not limited
to risks and uncertainties relating to whether the Company
can identify, consummate and integrate on favorable terms
acquisitions or market penetrations, market acceptance;
pricing and demand for the Company’'s services; chang-
ing regulatory environment; changing economic conditions;
whether the Company can attract and retain qualified per-
sonnel; ability to manage the Company's growth; and other

risks detailed in the Company’s filings with the SEC.

General

The following discussion and analysis provides information
which the Company’s management believes is relevant to
an assessment and understanding of the Company’s results
of operations and financial condition. This discussion should
be read in conjunction with the consolidated financial state-

ments and notes appearing elsewhere herein,

The Company is subject to external factors that could sig-
nificantly impact its business, including potential reductions
in reimbursement rates by Medicare, Medicaid and other
third-party payers for the Company's services, retroactive
adjustments due to prior year audits, reviews and investiga-
tions, government fraud and abuse initiatives and other
such factors that are beyond the control of the Company.
These factors could cause future results to differ materially

from historical results.

4 National Home Health Care Corp. and Subsidiaries

As a Medicaid provider, the Company is subject to routine,
unscheduled audits. These audits may result in the appli-
cation of a statistically-derived adjustment factor to the
Company's revenues, which may have an adverse impact on
the Company’s result of operations. Although the audits to
date have not resulted in any material adjustments, such
audits were conducted at a time when the Company had
significantly lower Medicaid revenues. There can be no
assurance that future Medicaid audits will not have a mate-

rial adverse impact on the Company.

The Impact of the Balanced Budget Act

The Balanced Budget Act was signed into law in August
1997. The Act made significant changes in the reimburse-
ment system for Medicare home health care services. The
primary change affecting the Company was a restructuring
of the reimbursement system related to Medicare certified
home health care agencies. Prior to the Act, Medicare
reimbursed providers on a reasonable cost basis subject to
program-imposed cost per visit limitations,

Under the Act, changes in Medicare home care reimburse-
ment were scheduled in two phases. A temporary or interim
payment system (“IPS") took effect for cost reports begin-
ning on or after October 1, 1997. Under IPS, home health
care providers were reimbursed the lowest of (i) their actual
costs, (i) cost limits based on 105% of median costs of free-
standing home health agencies, or (i) an agency-specific
per patient cost limit, based on 1994 costs adjusted for
inflation. Under IPS, most Medicare providers were actually
reimbursed under an agency-specific per patient cost limit.
Effective October 1, 2007, under the prospective payment
system, Medicare now reimburses providers a predeter-
mined base payment. The payment is adjusted for the
health condition and care needs of the beneficiary and is
also adjusted for geographic differences in wages across
the country. Medicare provides home health agencies with
payments for 60-day “episodes of care.”

The final phase of the Act implemented a 15% cut in
Medicare reimbursement rates effective October 1, 2002.




In each of the last three fiscal years, less than five percent
of the Company’s net patient revenue was derived directly
from Medicare, and accordingly the change to the prospec-
tive payment system has not, to date, had a material adverse
impact on the Company. However, there can be no assur-
ance that the Medicare prospective payment system will
not adversely impact the Company's reimbursement rates
in the future or otherwise have a material adverse effect on
the Company. The Company’s aperations in New York are
dependent upon referrals, primarily from Medicare certified
home health care agencies, whose reimbursement has been
adversely affected by the prospective payment system. Under
the prospective payment system, there can be no assurance
that the Company’s future referrals will not result in reduced

reimbursement rates or reduced volume of business.

Recent Acquisitions

The following acquisitions were made either directly by the
Company or through one of the Company’s wholly owned
subsidiaries. With the exception of the Medical Resources
and Accredited acquisitions described below, each of these
acquisitions complemented an existing business of the
Company in the geographical area in which the entity whose
assets were acquired provided services. Each of the acquisi-
tions described below was accounted for utilizing purchase
accounting principles. At the time of its acquisition, the
revenues of each acquired business constituted less than
ten percent of the consolidated revenues of the Company.

On October 6, 2004, the Company acquired through
New England certain assets of On Duty Metropolitan
Connecticut, LLC, a2 Medicare certified and licensed home
health care company engaged in providing nursing and
home health care services in New Haven and Fairfield
Counties, Connecticut.

On March 17, 2003, the Company acquired through New
England certain assets of Professional Relief Nurses, {nc.
(“PRN"), a licensed and Medicare certified home health

care company in the state of Connecticut that provided

nursing and home health aide services in Hartford, Litchfield,
New Haven and Middlesex Counties, Connecticut.

On December 14, 2002, the Company acquired through
Accredited certain assets of Mary Baker's Health Care
Services, Inc. ("Mary Baker”), a licensed home health care
company in the state of New Jersey that provided home
health aide services in Bergen and Passaic Counties,
New Jersey.

On September 3, 2002, the Company, through a then
newly-formed subsidiary Medical Resources, acquired certain
assets of Medical Resources Inc. and related entities
("Medical Resources”). Medical Resources provided home
health aide services throughout Massachusetts.

On August 25, 2000, the Company acquired through
Accredited certain assets of Health Force. Health Force's
operations included the provision of home health aide and
skilled nursing services in northern and central New Jersey.

On Aprit 14, 2000, the Company acquired through New
England certain assets of the Connecticut operations of
U.S. HomeCare-Connecticut, a licensed and Medicare
certified home health care company in the state of

Connecticut.

On November 1, 1999, the Company acquired, through
wholly owned subsidiaries in Connecticut, certain assets of
the Optimum Entities. The assets were acquired from a
court-appointed Chapter 7 Trustee, through an auction pro-
cess conducted at the United States Bankruptcy Court for
the District of Massachusetts. The Company is operating
the acquired assets under New England and a then recently
formed subsidiary, Connecticut Staffing. The Optimum
Entities had been engaged in the business of providing home

health care and staffing related services in Connecticut.

On October 30, 1998, the Company acquired all the out-
standing common shares of Accredited. Accredited is a
licensed home health care company that provides home
health care services in Bergen, Hudson, Passaic, Essex, Morris,

Union, Somerset and Middlesex Counties, New Jersey.




Management's Discussion

and Analysis of Financial Condition and Results of Operations (continued)

Critical Accounting Policies

The Company believes that the most critical accounting
policies used in the preparation of its consolidated financial
statements are those policies relating to recognizing
net patient revenue, determining the value of accounts
receivable, and assessing the value of goodwill and other
long-lived assets.

Net Patient Revenue. The Company recognizes net patient
revenue generally on the date services are provided to
patients. Net patient revenue is recorded at amounts the
Company expects to receive under reimbursement arrange-
ments with third-party payers, including private insurers,
private payers, subcontractors, Medicaid and Medicare.
Because the Company’s business depends upon third-party
payers whose reimbursement rates and payment policies
are complex and subject to possible change from time to
time, the Company must make estimates with respect to
certain amounts it records as the net realizable value of net
patient revenue and accounts receivable. Because of the
potential for changes in these third-party reimbursement
rates and payment policies, and as a result of the complex-
ity of certain of these policies, the estimated amounts
originally recorded as net patient revenue and accounts
receivable may be subject to revision as additional informa-

tion becomes known.

Accounts Receivable. Accounts receivable are reduced by
an allowance for possible losses that provides a reserve with
respect to those accounts for which net patient revenue was
recagnized but with respect to which management subse-
quently determines that payment is not expected to be
received. The Company analyzes the balances of accounts
receivable to ensure that the recorded amounts properly
reflect the amounts expected to be collected. This analysis
involves the application of varying percentages to each
accounts receivable category based on the age and the
collectibility of the receivable. The result of this aging analysis
provides the initial estimate of the amount of uncollectible
accounts receivable. The amount ultimately recorded as the
reserve is determined after management also analyzes the
collectibility of specific large or problematic accounts on an

& National Home Health Care Corp. and Subsidiaries

individual basis, as well as the overall business climate and
other factors. The Company’s estimate of the percentage
of uncollectible accounts may change from time to time
and any such change could have a material impact on the
Company's financial condition and results of operations.

Goodwill and Other Long-Lived Assets. Goodwill arising
from the acquisitions of businesses is recorded as the
excess of the purchase price over the estimated fair value
of the net assets of the businesses acquired. Statement of
Financial Accounting Standards No. 142 ("Goodwill and
Other Intangible Assets”) provides that goodwill is to be
tested for impairment annually, or more frequently if cir-
cumstances indicate potential impairment. Consistent with
this standard, the Company reviews goodwill, as well as
other intangible assets and long-term assets, for impairment
annually or more frequently as warranted, and if circum-
stances indicate that the recorded value of any such other
asset is impaired, such asset is written down to its proper
value. The Company currently does not believe any impair-
ment of its goodwill or any such other asset existed at July
31, 2004. Nevertheless, future conditions or events could
adversely affect the recorded value of goodwill or such
other assets. If any item of goodwill or such other asset is
determined to be impaired, an impairment loss would be
recognized equal to the amount by which the recorded

value exceeds the estimated fair market value.

Results of Operations
(% of net patient revenue)

Fiscal Year Ended July 31, 2004 2003 2002
Net patient revenue.........cc.ccooeeee 100.0% 100.0%  100.0%
Cost of revenue .....cccevieiiiveeeneennnn. 65.4 65.0 63.6
General and administrative .. . 24.8 24.2 251
Allowance for possible losses........ 1.2 — A
Amortization of intangibles........... 5 1.0 1.0
Total operating expenses .............. 91.9 90.2 89.8
Income from operations................. 8.1 9.8 10.2
Interest income.....cccccennniceciiceenns A A 3
Income before income taxes......... 8.2 9.9 10.5
Provision for income taxes............. 3.2 4.0 4.1
Net income ...ccc.coeviiiieiinieecnie, 5.0% 5.9% 6.4%




Certain Trends Expected to Impact Future Results

of Operations

Effective May 1, 2004, the Connecticut Department of
Social Services increased the Medicaid rate for certain
nursing visits. The rate for a medication administration visit,
defined as administration of oral, intramuscular and/or sub-
cutaneous medication by a health care agency/professional,
was increased from $52 to $56.50 for initial visits and from
$26 to $28.25 for subsequent visits. The increase in these
rates was made retroactive to July 1, 2003, resulting in an
increase in net patient revenue of approximately $916,000
for the period from July 1, 2003 through April 30, 2004, all of
which was recorded in the results of operations for the fiscal
year ended July 31, 2004. The rate change will impact periods
following May 1, 2004, and at current levels of operations,
the Company estimates that the rate change will result in an
increase in net patient revenue of approximately $1,050,000
annually. In May 2003, the rates for these nursing visits had
been significantly reduced from $85 to $52 per visit. The
Connecticut Department of Social Services analyzed the
impact of this rate cut and as a result, effective May 1, 2004,
increased the rates retroactive to July 1, 2003.

Health Acquisition Corp., d/b/a Allen Health Care Services,
the Company’s New York licensed home health care sub-
sidiary, and District Council 1707, American Federation of
State, County and Municipal Employees [AFSCME), con-
cluded negotiations on an initial three-year labor contract
that became effective May 1, 2004. This labor contract pro-
vides “covered” home health aides with some new benefits,
consisting of an immediate wage increase, eligibility for
paid time off, an increase in minimum hourly base rates,
holiday premium pay and representation by the Union in
procedures and personnel matters. The Company does not
believe that the labor contract will have a material adverse
effect on the Company’s future results of operations or
financial condition.

Year Ended July 31, 2004 Compared to

Year Ended July 31, 2003

Net Patient Revenue. For the fiscal year ended July 31, 2004
(“fiscal 2004"), net patient revenue decreased $2,643,000,
or 2.7%, to $94,592,000 from $97,235,000 for the fiscal year
ended July 31, 2003 ("fiscal 2003"). This decrease was pri-
marily attributable to (i) a decrease of $1,879,000 in net
patient revenue as a result of the reduced Medicaid reim-
bursement rates for certain nursing visits in Connecticut
that was effective May 1, 2003, (ii) a decrease of $3,428,000
as a result of fewer hours being subcontracted to the
Company from other Medicare certified agencies in New
York and (i} a decrease of $1,246,000 in staffing revenue
primarily as a result of the Company terminating its staffing
operations in New York in December 2003 and in New
Jersey in July 2004. The decline in net patient revenue was
offset by an increase in net patient revenue of $3,910,000
from the Company's expansion in New Jersey and the
Company attaining Medicare and Medicaid certification in
Massachusetts.

Gross Profit. Gross profit margin decreased to 34.6% for
fiscal 2004 from 35% for fiscal 2003. This decrease was pri-
marily attributable to the reduced Medicaid reimbursement
rates for certain nursing visits in Connecticut and, to a lesser
extent, increases in direct payments to caregivers and

increased workers’ compensation rates.

General and Administrative. General and administrative
expenses decreased $44,000, or .2%, to $23,503,000 in
fiscal 2004 from $23,547,000 in fiscal 2003. This decrease is
primarily attributable to the reductions in administrative
personnel associated with both the downsizing of the Com-
pany's staffing operations and as a result of the Connecticut
reimbursement rate reduction in certain Medicaid nursing
rates. As a percentage of net patient revenue, general and

administrative expenses increased to 24.8% in fiscal 2004
from 24.2% in fiscal 2003.




Management's Discussion

and Analysis of Financial Condition and Results of Operations (continued)

Alfowance for Possible Losses. The Company recorded an
allowance for possible losses of $1,112,800 in fiscal 2004 as
compared to $300,000 in fiscal 2003. The increase in the
allowance for possible losses is attributable the Company
establishing allowances for accounts receivable balances
from certain Medicare certified home health care agencies
and other health care institutions. As many of these agen-
cies and institutions have been experiencing financial diffi-
culties and have not made payments in accordance with
contract terms, the Company has reserved for possible
future losses. The Company is closely monitoring these

accounts receivable balances.

Amortization of Intangibles. Amortization of intangibles
decreased $81,000, or 13.7%, to $510,000 in fiscal 2004 from
$591,000 in fiscal 2003. This decrease is attributable to pre-

vious acquisitions.that have now been fully amortized.

Income from Operations. As a result of the foregoing,
income from operations decreased $1,924,000, or 20.2%, to
$7,617,000 in fiscal 2004 from $9,541,000 in fiscal 2003,

Interest Income. Interest income remained flat at $143,000
for fiscal 2004 as compared to fiscal 2003. Although the
Company has generated higher cash balances over the fiscal
years, the decline ininterest rates has reduced the Company's
ability to maximize interest income.

Income Taxes. The Company'’s effective tax rate decreased
to 39.2% in fiscal 2004 as compared to 40.3% in fiscal 2003.
This decrease was attributable to an over accrual of taxes in

fiscal 2003.

Net Income. Net income decreased $1,063,000, or 18.4%,
to $4,720,000, or $.83 per diluted share, in fiscal 2004 from
$5,783,000, or $1.01 per diluted share, in fiscal 2003.

Year Ended July 31, 2003 Compared to

Year Ended July 31, 2002

Net Patient Revenue. For fiscal 2003, net patient revenue
increased $15,063,000, or 18.3%, to $97,235,000 from
$82,172,000 for the fiscal year ended July 31, 2002 ("fiscal
2002"). Of this increase, $7,739,000 was attributable to
additional revenue generated by the business acquired in
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September 2002 from Medical Resources; $5,323,000 was
attributable to additional revenue resulting from continued
successful market penetration of existing markets and the
Company's other acquisitions; and $2,001,000 was attribut-
able to the expansion of the Company’s operations to
include the staffing of nurses and other personnel to hospi-
tals, nursing homes and other health care facilities in New
York and New Jersey.

Gross Profit. Gross profit margin decreased to 34.6% for
fiscal 2004 from 36.4% for fiscal 2002. This decrease was
primarily attributable to lower gross profit margins on the
new staffing operations, the Connecticut reimbursement
rate reduction effective May 1, 2003, and certain increases
in direct payments to care givers. During fiscal 2003, the
Company did not benefit by any increases in its Medicaid
reimbursement rates until July 2003 (the last month of the
fiscal year), when Medicaid reimbursement rates in Connec-
ticut increased 3.3% for comprehensive skilled nursing visits
and 7% for home health aide visits; these July 2003 rate
increases were unrelated to the type of nursing visits for
which significant rate reductions were implemented in
May 2003.

General and Administrative. General and administrative
expenses increased $2,880,000, or 13.9%, to $23,547,000 in
fiscal 2003 from $20,667,000 in fiscal 2002. Of this increase,
$2,071,000 was attributable to additional administrative
personnel and occupancy costs related to the business
acquired from Medical Resources; and the balance of
$809,000 was attributable to the opening of an additional
full-service administrative office in West Hartford, Connecticut
and increases in the Company's insurance costs over fiscal
2002. As a percentage of net patient revenue, general and
administrative expenses decreased to 24.2% in fiscal 2003
from 25.1% in fiscal 2002. This decrease was primarily attrib-
utable to the fact that net patient revenue increased by a
greater percentage than the increase in general administra-

tive expenses.

Allowance for Possible Losses. The Company recorded an
allowance for possible losses of $300,000 in fiscal 2003 as
compared to $295,000 in fiscal 2002.




Amortization of Intangibles. Amortization of intangibles
increased $45,000, or 8.2%, to $591,000 in fiscal 2003 from
$546,000 in fiscal 2002. This increase resulted from addi-
tional amortization attributable to the business acquisition
from Medical Resources, offset by reduced amortization of
intangibles from previous acquisitions that have now been
fully amortized.

Income from Operations. As a result of the foregoing,
income from operations increased $1,161,000, cr 13.9%, to
$9,541,000 in fiscal 2003 from $8,380,000 in fiscal 2002.

Interest Income. Interest income decreased $84,000, or
37%, to $143,000 in fiscal 2003 from $227,000 in fiscal 2002,
This decrease was attributable to the lower cash balances
of the Company, as a result of the current year acquisitions,
as well as the continued decline in interest rates.

Income Taxes. The Company’s effective tax rate increased
to 40.3% in fiscal 2003 as compared to 38.8% in fiscal 2002,
This increase was attributable to higher state income tax
rates and a decrease in work opportunity tax credits in the
current fiscal year.

Net Income. Net income increased $512,000, or 97%, to
$5,783,000, or $1.01 per diluted share, in fiscal 2003 from
$5,271,000, or $.91 per diluted share, in fiscal 2002. This
increase and the increase in net patient revenue over the fis-
cal year, as well as over recent fiscal years, was attributable
principally to the Company’s expansion of its operations
through penetrations of markets vacated by competitors
and the successful integration of the Company’s acquisitions
over the recent fiscal years. Such increases would not be
expected to continue at the same rate, if at all, in the
absence of future acquisitions, as to which there can be no

assurance.

Financial Condition, Liquidity and Capital Resources

Current assets increased $5,458,000 to $39,616,000 and cur-
rent liabilities decreased $160,000 to $4,447,000 at July 31,
2004. These changes resulted in an increase in working
capital of $5,618,000 to $35,14%9,000 at July 31, 2004 from
$29,551,000 at July 31, 2003. Cash and cash equivalents

increased $5,933,000 to $20,185,000 &t July 31, 2004 from
$14,252,000 at July 31, 2003. The increase in cash and working
capital was primarily attributable to the net cash provided
by operating activities.

Net cash provided by operating activities was $5,961,000 in
fiscal 2004 as compared with $4,519,000 in fiscal 2003.
The increase in cash provided by operating activities of
$1,442,000, or 32.0%, is attributable to a decrease in oper-
ating assets, primarily accounts receivable, of $2,459,000,
offset by a decrease in operating cash flow of $849,000 and a
decrease in operating liabilities of $168,000 over fiscal 2003,

Investing activities in fiscal 2004 used cash of $383,000 as
compared to $5,012,000 in fiscal 2003. The cash used in
investing activities in fiscal 2004 consisted of the purchase
of equipment, offset by the proceeds from sale of invest-
ments. The cash used in investing activities in fiscal 2003
consisted of the purchase of equipment and the purchase

of businesses.

Financing activities in fiscal 2004 provided cash of $355,000
as compared to cash used of $596,000 in fiscal 2003. The
cash provided by financing activities in fiscal 2004 consisted
of the proceeds from the exercise of stock options, offset
by the purchase of treasury stock. The cash used in financ-
ing activities in fiscal 2003 consisted of the purchase of
treasury stock, offset by the proceeds from the exercise of
stock options.

The nature of the Company’s business requires weekly pay-
ments to health care personnel at the time services are ren-
dered. The Company typically receives payment for these
services in 90 to 120 days with respect to contracted and
insurance business and 8 to 45 days with respect to certain
governmental payers, such as Medicare and Medicaid pro-
grams. Accounts receivable turnover was 74 days in fiscal
2004, as compared to 68 days in fiscal 2003.

The Company has renewed its $7,500,000 committed revolv-
ing line of credit facility (the “credit facility”) with its bank.
The credit facility provides for the Company to borrow up
to the lesser of $7,500,000 or 80% of eligible accounts




Management's Discussicn

and Analysis of Financial Condition and Results of Operations {continued)

receivable that are aged less than 120 days at the bank’s
prime rate or LIBOR plus 2.5%. The credit facility expires in
October 2005 and requires the Company to meet certain
financial covenants and ratios. The Company is required to
pay .25% commitment fee on unused amounts, payable
quarterly in arrears. At July 31, 2004, there was no out-

standing balance under the credit facility.

In June 2004, the Board of Directors extended the
Company’s program to repurchase its Common Stock for
an additional year. Purchases of up to $3,000,000 will be
made from time to time in the open market and through
privately negotiated transactions, subject to general market
and other conditions. The buyback program will be financed

out of existing cash or cash equivalents.

The Company intends to incur capital expenditures of
approximately $1,000,000 during the fiscal year ending July
31, 2005 in connection with the proposed implementation
of new computer software systems and hardware. The new
hardware would be designed to, among other things,
update certain data input capability regarding services ren-
dered at certain locations. The Company believes that the
software will provide efficiencies in data organization,
retrieval and analysis, both for continuing operations and in
connection with certain audits. The Company intends to fund
these expenditures, acquisitions and cash dividends declzared
by the Board of Directors and otherwise meet its short term
and long term liquidity needs from its current cash balances,
cash flow from operations and its credit facility.
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In the opinion of management, there will be no material
impact on the financial statements of the Company from
any recently issued accounting standards.

Inflation and Seasonality

The rate of inflation had no material effect on operations for
fiscal 2004. The effects of inflation on personnel costs in the
future could have an adverse effect on operations, as the
Company may not be able to increase its charges for ser-
vices rendered. The Company's business is not seasonal.

Contractual Obligations

The Company rents various office facilities through 2008
under terms of several lease agreements that include
escalation clauses. At July 31, 2004, minimum annual rental
commitments under noncancellable operating leases are

as follows:
Payments due by period
Less More
than 1-3 3-5 than 5
Total 1 year years years  years
Operating
Leases....... $1,722,000 $1,051,000 $656,000 $15,000 —
Total .oeovreenne $1,722,000 $1,051,000 $656,000 $15000 —




Consolidated Balance Sheets

July 31, 2004 2003
ASSETS
Current:
Cash, (including cash equivalents of $15,964,000 and $10,645,000, respectively)
(NOTE 7)ottt ettt st e et e e tta e e s e v e s e s esas s e st e e ettt esre e e sanet e e s st aeeseratsenees $20,185,000 $14,252,000
IV SIS L.t ieiiitecieieitie e cctir e sttt es ettt e e bae e e eeiae et be s e abae e aaneesss b s asses e snbe e ssseeetsee e entae e etbeeesbaeestnnaes 19,000 22,000
Accounts receivable, less allowance for possible losses of $1,122,000 and $622,000,
respectively (NOTE 7). et 18,084,000 18,705,000
Prepaid expenses and Other ... 801,000 804,000
Deferred iNCome taxes (INOTE 6) ..o ittt et e eseerae s es e et e serreeessneseneresen 527,000 375,000
TOtal CUITENT @SSETS Liiiriiiii ittt ettt e e et e rta e sbr e et e e ear e e s staeaasnseeannre e sebeesnneeeanss 39,616,000 34,158,000
Furniture, equipment and leasehold improvements, net (Note 1)......cccooeiviiicciiriinnccninns 1,083,000 1,030,000
GOOAWII INBOLE 2) ..ot ee et et eerae e ee s an e e eeeseraeaane 10,628,000 10,628,000
Other intangible assets, Net (NOTE 3). ittt e 1,589,000 2,099,000
Deposits and Other @SSeTS .ottt et et et er e sre et e e re e esreere s 570,000 395,000
Deferred iNCome taXes (INOTE ) ...iiii ittt ettt e et e rvearte e s s st e sate s — 163,000
$53,486,000 $48,473,000

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:

Accounts payable and accrued expenses (NOte 4) ....c.cccviiiiciininnencere e $ 3,322,000 $ 3,257,000
Estimated third-party payer settlements. ... e 696,000 756,000
D ETITEA FEVENUB ... i ittt ettt e at e e e e eaae e s et tbeebee s teeasaeetanaenas 402,000 460,000
INCOME 1BXES PAYADIE ..iiiiiiiiiic ettt et r e sre e 27,000 134,000
Total CUITENT HADIIEIES o ooireee ettt b e e s et e e s s sieate s s s crtneeaesereneeneas 4,447,000 4,607,000
Commitments and contingencies (Notes 9 and 10)
Stockholders’ equity (Note 8):
Common stock, $.001 par value, shares authorized—20,000,000; issued shares—

7,041,388 and 6,903,819, reSpectively ..cocviiriiiiiiricciie et et 7,000 7,000
Additional paid-in CAPITAT ... i e e 26,174,000 25,556,000
REtAINEA BAIMINGS cverieticreietrte st erte ettt ebesae st var e ebe et es e st e sbeebeseetaeb e sbesren e e e e sbes e e emennsases 26,342,000 21,622,000

’ 52,523,000 47,185,000

Less treasury stock (1,424,883 and 1,407,571 shares)—at cost (Note 11)...ccccovviinncnn. (3,484,000} (3,319,000)
Total stockholders’ @QUILY - ivoiririrere et 49,039,000 43,866,000
$53,486,000 $48,473,000

See accompanying summary of accounting policies and notes to consolidated financial statements.




Consclidated Statements of Earnings

Years ended July 31, 2004 2003 2002
Net patient revenue (NOTE 7).t $94,592,000 $97,235,000  $82,172,000
Operating expenses:
COSt OF FOVENUE. ..ottt n e 61,850,000 63,256,000 52,284,000
General and administrative ....o.cei e 23,503,000 23,547,000 20,667,000
Allowance for possible l0SSes ......ioviviirciiire e 1,112,000 300,000 295,000
Amortization of intangibles........ccocviriiviiiiii e 510,000 591,000 546,000
Total OPerating EXPENSES ..ocovrieruieiireieecreeirentr et rieaienensetaeerve e aaesan e 86,975,000 87,694,000 73,792,000
Income from OREratiONS. ..c.oci ettt 7,617,000 9,541,000 8,380,000
Other income:
D ST e riie et icititiee et et aeseeteb e can e e ea e eaneeseeeaaaba et reaennreseeeerntataseeinnareeansantren 143,000 143,000 227,000
INCOMME BEfOre INCOME TAXES civivivievieei et s ettt e st e e seteae e s sataes 7,760,000 9,684,000 8,607,000
Provision for income taxes (NOTE ) .o e 3,040,000 3,901,000 3,336,000
INET INCOIME ettt e ettt e e e e e ettt e e e ae e e et e e eseeaeeaaen $ 4,720,000 $ 5,783,000 $ 5,271,000
Net income per common share:
B aSIC oottt et a e e b e e et r s atne e $ 85 3 104 % .96
DU ettt ettt ettt et et $ 83 3 1.01 % 91
Weighted average number of shares outstanding:
BaSIC Luiiictiee ettt et ettt e e an e et te e e e e 5,541,730 5,545,953 5,516,689
DHULEA ettt ettt 5,700,770 5,738,267 5,791,911

See accompanying summary of accounting policies and notes to consolidated financial statements.
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Consolidated Statements of Changes in Stockholders' Equity

Additional
Common Stock Paid-In Retained Treasury Stock
Shares Amount Capital Earnings Shares Amount
Batance, July 31, 2001 ..o 6,491,229  $6,000  $20,306,000 $14,784,000 1,310,679 $(2,512,000)
Net INCOME (oo eeneas — — — 5,271,000 — —
Stock dividend declared
April 25, 2002.....cocciieeiiieeeein, 264,211 1,000 4,216,000 (4,216,000) — —
Exercise of stock options ..o, 147,379 — 554,000 — — —
Tax benefit of stock option exercise ..... — — 476,000 — — —
Acquisition of treasury shares................ — — — — 19,300 (207,000}
Balance, July 31, 2002......ccoovvivnvnirennnn, 6,902,819 7,000 25,552,000 15,839,000 1,329,979  (2,719,000)
NEt INCOME iiiiiiiiiei et — — —_ 5,783,000 —_ —_
Exercise of stock options .......c..ccccvveenn. 1,000 4,000 — — —
Acquisition of treasury shares................ — —_ — — 77,592 {600,000)
Balance, July 31,2003 ..., 6,903,819 7,000 25,556,000 21,622,000 1,407,571 (3,319,000)
Netincome ..c.coveiivviie e — — — 4,720,000 — —
Exercise of stock options....ccoocvvvveeenn, 137,569 — 520,000 — — —
Tax benefit of stock option exercise ..... — — 98,000 — — —
Acquisition of treasury shares........c.c.... — — — — 17,312 (165,000)
- Balance, July 31,2004 ... 7,041,388  $7,000 $26,174,000  $26,342,000 1,424,883  $(3,484,000)

See accompanying summary of accounting policies and notes to consolidated financial statements.




Consclidated Statements of Cash Flows

Years ended July 31, 2004 2003 2002
Cash flows from operating activities:
BT INCOMIE vt cte ettt eta e e et et e e eta e ettt eresaresetve s bt sanesenaes $ 4,720,000 $ 5,783,000 $ 5,271,000
Adjustments to reconcile net income to net cash provided
by operating activities:
Depreciation and amortization ......c.ccerriincoienenincncie e 847,000 884,000 813,000
Allowance for possible losses, net of write-offs ..o 500,000 69,000 174,000
(Gain) on sale of INVESTMENTS ... e (4,000) — —_
Deferred INCOME tAXES ...iiiviviiieiciicitriree s ceeertee e eerr e reesesraaesesserenaaes e 11,000 272,000 —
Unrealized (055 0N INVESTMENTS....cccciuviiiiirciie e cre et seresne e — 13,000 49,000
Tax benefit realized from the exercise of stock options.........cccceee. 98,000 — 476,000
Changes in assets and liabilities:
Accounts receivable. .. e 121,000 (2,392,000) (573,000)
Prepaid expenses and other......ccoovivcininiiicicn e (172,000 (118,000) 354,000
Income taxes payable ... (107,000) 368,000 (259,000)
Accounts payable and accrued expenses.........occviiiiinninis 65,000 (324,000) 313,000
Estimated third-party payer settlements..........cccoooiiniinnn (60,000) (156,000) (178,000)
DEfEITEA FEVENUE oot e st s e b e e s s s ara s e eensbebanean (58,000) 120,000 58,000
Net cash provided by operating activities .......ccoovvvnvecrnininncnn 5,961,000 4,519,000 6,498,000
Cash flows from investing activities:
Purchase property, plant and equipment......c.ccivnnc {390,000) {306,000} (185,000)
Proceeds from sale of INVESTMENTS ....oviviiiriiiie et a e 7,000 — —
Purchase of assets Of BUSINESSES ...coovviiiiviiiiirciiiiiec e v — (4,706,000) (335,000)
(@] 4 Y- 1 £ T U PO OO U PU URP AU UPPUURPPN — — (66,000)
Net cash used in investing activities ..., (383,000) (5,012,000) (586,000}
Cash flows from financing activities:
Purchase of 1reasury StOCK ...ovriirieri e e (165,000) (600,000) (207,000)
Proceeds from exercise of stock options. ..o, 520,000 4,000 554,000
Net cash provided by (used in) financing activities ..........cocoene. 355,000 (596,000) 347,000
Net increase (decrease) in cash and cash equivalents .......ccoooeeviiniencs 5,933,000 (1,089,000) 6,259,000
Cash and cash equivalents, beginning of period......c.ccoceviiinncicennnn, 14,252,000 15,341,000 9,082,000
Cash and cash equivalents, end of period ... $20,185,000 $14,252,000 $15,341,000
Supplemental disclosure of cash flow information:
Cash paid for:
VLIS ettt eeee e ettt e s e eeereeertenesasnseseseatassestsaesaressaatrasntresenneeeernesinteeannns $ 21,000 % 20,000 $ 13,000
IPCOMIE TAXES 1vvvvveeeiieirieeeeesiitirreeetiossberteseestostbareessastatresseseraraessesonrbereseosnres $ 3,037,000 $ 3,261,000 $ 3,119,000

See accompanying summary of accounting policies and notes to consolidated financial statements.
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Summary of Accounting Policies

Business

Naticnal Home Health Care Corp. and Subsidiaries (the
"Company”} is a provider of home health care services,
including nursing care, personal care, supplemental staffing
and other specialized health services in the northeastern
part of the United States.

Principles of Consolidation

The consolidated financial statements include the accounts
of National Home Health Care Corp. and its wholly owned
subsidiaries. All significant intercompany balances and
transactions have been eliminated in the consolidated

financial statements.

Revenue Recognition and Allowance for

Possibie Losses

Net patient revenues are recorded at estimated net realiz-
able amounts from patients, third-party payers and others
for services rendered and includes estimated retroactive
revenue adjustments relating to future audits, reviews and
investigations. Estimated adjustments are recorded as
reviews are completed. An allowance for possible losses is
recorded based upon management's evaluation of current
industry conditions, historical collection experience and
other relevant factors which, in the opinion of management,

require recognition in estimating the allowance.

Under Medicaid, Medicare and other reimbursement pro-
grams, the Company is reimbursed for services rendered to
covered program patients as determined by reimbursement
formulas and regulations. To date, the Company has not had
any material adjustments to previously recorded amounts.
Laws and regulations governing these programs are com-
plex and subject to interpretation. As a result, it is possible
that recorded estimates will change.

The Company is reimbursed by Medicare based on episodes
of care. An episode of care is defined as a length of care up
to sixty days with multiple continuous episodes allowed.
Deferred revenue represents the unearned cash received

from an episode of care.

Approximately 48%, 47% and 50% of net patient revenue
for the fiscal years ended July 31, 2004, 2003 and 2002,

respectively, were derived under federal and state third-

party reimbursement programs.

Cash and Cash Equivalents

For the purposes of the statements of cash flows, the
Company considers all highly liquid investment instruments
purchased with a maturity of three months or less to be

cash equivalents.

Furniture, Equipment and Leasehold Improvements
Furniture, equipment and leasehold improvements are stated
at cost. Depreciation is being provided on the straight-line
method over the estimated useful lives of the assets (gener-
ally five to ten years). Amortization of leasehold improve-
ments is being provided on the straight-line methed over
the various lease terms or estimated useful lives, if shorter.

Goodwill

In August 2007, the Company adopted SFAS No. 141,
“Business Combinations” and No. 142, "Gooedwill and
Intangible Assets.” SFAS No. 141 requires the use of the
purchase method of accounting and prohibits the use of
the pooling-of-interests method of accounting for business
combinations initiated after June 30, 2001. SFAS No. 141
also requires that the Company recognize acquired intan-
gible assets apart from goodwill if the acquired intangible
assets meet certain criteria. It also requires, upon adoption
of SFAS No. 142, that the Company reclassify, if necessary,
the carrying amounts of intangible assets and goodwill
based on the criteria of SFAS No. 141.

SFAS No. 142 requires, among other things, that companies
no longer amortize goodwill, but instead test goodwill for
impairment at least annually. In addition, SFAS No. 142
requires that the Company identify reporting units for the
purpose of assessing potential future impairments of good-
will, reassess the useful lives of other existing recognized
intangible assets and cease amortization of intangible
assets with an indefinite useful life. No adjustments for
impairment losses were required.

The Company’s previous business combinations were
accounted for by using the purchase method and, as of




Summary of Accounting Policies

{continued)

August 2001, the net carrying amount of goodwill from
prior purchase transactions was approximately $7.2 mil-
lion. Annual amortization of this amount ceased effective
August 1, 2001.

Net Income Per Common Share

Basic net income per share is computed by dividing income
available to common shareholders by the weighted average
number of common shares outstanding. Diluted earnings
per share reflect, in periods in which they have a dilutive
effect, the impact of common shares issuzble upon exer-

cise of stock opticns.

The reconciliation for the years ended July 31, 2004, 2003
and 2002 are as follows:

Years ended July 31, 2004 2003 2002

Shares Shares Shares

Average number of shares

outstanding......cceeeecerienne 5,541,730 5,545,953 5,516,689
Effect of dilutive securities—

common stock options..... 159,040 192,314 275,222
Diluted shares outstanding... 5,700,770 5,738,267 5,791,911

The number of options that were anti-dilutive and excluded
from the computation for the year ended July 31, 2004
was 168,000 and 183,750 for the years ended July 31, 2003
and 2002.

Fair Value of Financial Instruments

The carrying amount reported in the consolidated balance
sheets for cash, accounts receivable, accounts payable and
accrued expenses approximate fair value because of the

immediate or short-term maturity of the financial instruments.

Estimated Third-Party Payer Settlement
The amount represents overpayments from certain third-
party payers. The Company anticipates that the third-party

payer will recoup these funds in subsequent periods.

Use of Estimates
The preparation of financial statements in conformity with
generally accepted accounting principles requires manage-

ment to make estimates and assumptions that affect the
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reported amounts of assets and liabilities at the date of the
financial statements and the reported amounts of revenues
and expenses during the reporting period. Actual results
could differ from those estimates. Such estimates relate
primarily to third-party payer settlements and valuation

reserves for accounts receivable.

Workers” Compensation

The Company self-insures up to specified limits certain risks
related to workers’ compensation liability. The estimated
costs of existing and expected future claims under the
insurance program are accrued based upon historical loss
trends and may be subsequently revised based on develop-

ments relating to such claims.

Income Taxes

The Company accounts for income taxes under an asset and
liability approach that requires the recognition of deferred
tax assets and liabilities for the expected future tax con-
sequences of events that have been recognized in the
Company’s financial statements or tax returns. The effect
on deferred tax assets and liabilities of changes in tax rates
will be recognized as income or expense in the period that
includes the enactment date. The Company files a consoli-
dated federal income tax return with its subsidiaries.

Long-Lived Assets

Long-lived assets, such as intangible assets, furniture, equip-
ment and leasehold improvements, are evaluated for impair-
ment when events or changes in circumstances indicate that
the carrying amount of the assets may not be recoverable
through estimated undiscounted future cash flows from the
use of these assets. When any such impairment exists, the

related assets will be written down to fair value.

Stock-Based Compensation

As of July 31, 2004, the Company has a stock-based
employee compensation plan, which is described in Note 8.
As allowed by SFAS No. 148, the Company has elected not
to use one of the alternative methods of transition available
for a voluntary change to the fair value based method of

accounting for stock-based employee compensation.




All stock options have been granted to employees and non-
employees at exercise prices equal to or in excess of the
market value on the date of the grant.

The Company applies APB Opinion No. 25, "Accounting for
Stock Issued to Employees,” and related interpretations in
accounting for its stock option plan by recording as com-
pensation expense the excess of the fair market value of the
underlying common stock over the exercise price per share
as of the date of grant. Because the exercise price of the
Company's employee stock options equals the market price
of the underlying stock on the date of grant, no compensa-

tion was recognized.

SFAS No. 123 requires the Company to provide pro forma
information regarding net income and net income per share
as if compensation cost for the Company's stock option plan
had been determined in accordance with the fair value based
method prescribed in SFAS No. 123. The Company estimates
the fair value of each stock option at the grant date by using
the Black-Scholes option-pricing model with the following

weighted average assumptions used for grants since 1992:

Years ended July 31, 2004 2003 2002

Assumptions

Dividend yield........coccoccvninnnnn. — — 0.00%
Volatility ..ooocviiiieieiiiccen — — 66.00%
Risk free interest rate.................... — — 5.04%
Expected lives ... — — 10 years

Under the accounting provisions of FASB Statement
No. 123, the Company’s net income and net income per
share would have been adjusted to the pro forma amounts
indicated below:

Years ended July 31, 2004 2003 2002
Pro forma results
Net income:
As reported............ $4,720,000  $5,783,000  $5,271,000
Pro forma....ccoovvvni. (a) (a) 5,050,000
Income per common
share—basic:
As reported.......... 85 1.04 0.96
Pro forma............. (a) (a) 0.92
Income per common
share—diluted:
As reported.......... .83 1.01 0.91
Pro forma ............. (a) (a) 0.87

{a} No pro forma since options were not granted.

Segments

The Company’'s management considers its business to
be a single segment—Home Healthcare Services. Home
Healthcare Services net patient revenue is provided by
health care personnel, and the Company’s customers are
similar for all sources of net patient revenue. Management

evaluates its operating results on an integrated basis.

Reclassifications
Certain reclassifications have been made in prior years’
financial statements to conform to classifications used in

the current year.

Recent Accounting Pronouncements

In January 2003, the Financial Accounting Standards Board
("FASB") issued Interpretation No. 46, “Consolidation of
Variable Interest Entities.” The objective of this interpretation
is to provide guidance on how to identify a variable interest
entity (VIE) and determine when the assets, liability, and
non-controlling interests and results of operations and a VIE
need to be included in a Company’s consolidated financial
statements. A company that holds variable interest in an
entity will need to consolidate the entity if the Company
interest in the VIE is such that the Company will absorb a
majcrity of the VIE's expected losses and/or receive a major-
ity of the entity’s expected residual returns, if they occur.
Interpretation No. 46 also requires additional disclosures by
primary beneficiaries and other significant variable inter-
est holders. The provisions of this interpretation became
effective upon issuance. The adoption of this interpretation
did not have a material effect on the Company’s consoli-

dated financial statements.
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Notes

to Consolidated Financial Statements

1. Furniture, Equipment and Leasehold Improvements
Furniture, equipment and leasehold improvements are stated

at cost and are summarized as follows:

July 31, 2004 2003
Furniture and equipment................ $ 2,715000 $ 2,369,000
Leasehold improvements................. 470,000 426,000
3,185,000 2,795,000
Less accumulated depreciation
and amortization.......c.coceveveeennnn 2,102,000 1,765,000
$ 1,083,000 $ 1,030,000

Depreciation expense in 2004, 2003 and 2002 was $337,000,
$292,000 and $247,000, respectively.

2. Goodwill
Changes in goodwill are as follows:

July 31, 2004 2003
Balance, beginning of year .............. $10,628,000 $ 7,366,000
Additions ......coooeveeiii — 3,262,000
Balance, end of year.....coocceervivrevninn $10,628,000 $10,628,000
3. Other Intangible Assets
Other intangible assets are as follows:
July 31, 2004 2003
Gross carrying amount:
Covenants not to compete.......... $ 1,375,000 $ 1,375,000
Patient and other files...o.cccoeevnnnn. 2,796,000 2,796,000
CoNtracts ..cooccvviiieee e 1,234,000 1,234,000
5,405,000 5,405,000
Accumulated amortization:
Covenants not to compete.......... 1,248,000 1,168,000
Patient and other files........o.u....... 2,331,000 2,026,000
CoNtracts..cccoevvveviiciiiiirne v 237,000 112,000
3,816,000 3,306,000
Balance, end of year.......eceocvinece $ 1,589,000 $ 2,099,000
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The aggregate amortization expense for the years ended
July 31, 2004, 2003 and 2002 was $510,000, $592,000 and
$546,000, respectively.

Estimated amortization expense is as follows:

Years ending July 31,

$ 488,000
242,000
199,000
155,000
123,000

$1,207,000

The remaining weighted average amortization period is

as follows:

Year ended July 31, 2004

Covenants not t0 cOompete ..., 2.20 years

Patient and other files......cccccooiinvniiiiine e, 2.55 years

CONracts it b 8.91 years
2.33 years

Other intangible assets are being amortized using the
straight-line method over a period of three to ten years.

4. Accounts Payable and Accrued Expenses

Accounts payable and accrued expenses are as follows:

July 31, 2004 2003
Trade accounts payable .........ccccooceeene. $ 174,000 $ 299,000
Accrued employee compensation
and benefits......ccoccveiiiniinn, 2,644,000 2,432,000
Other i 504,000 526,000
$3,322,000  $3,257,000




5. Acquisitions

On September 3, 2002, the Company acquired certain
assets of Medical Resources, Inc. and related entities for
$2,623,000 in cash, including acquisition costs of $73,000.
The assets purchased consisted of contracts of $1,235,000,
furniture and equipment of $50,000 and goodwill of
$1,338,000.

On December 14, 2002, the Company acquired certain assets
of Mary Baker's Health Care Services, Inc. for $434,000 in
cash, including acquisition costs of $14,000. The assets pur-
chased consisted of furniture and equipment of $20,000
and goodwill of $414,000.

On March 17, 2003, the Company acquired certain assets
of Professional Relief Nurses, Inc. for $1,248,000 in cash,
including acquisition costs of $98,000. The assets purchased
consisted of furniture and equipment of $89,000 and good-
will of $1,15%,000.

The above acquisitions have been recorded using the pur-
chase method of accounting. Accordingly, the results of these
operations have been included in the accompanying consoli-
dated financial statements since the dates of acquisition.

The effects of the above acquisitions on the consolidated

results of operations were not significant.

6. Income Taxes

The provision for income taxes is summarized as follows:

Years ended July 31, 2004 2003 2002
Current:
Federal......cccoeennnne $2,205,000 $2,805,000 $2,500,000
State..meverririerieeenens 824,000 824,000 836,000
3,029,000 3,629,000 3,336,000
Deferred......ovvveeeeinnnn. 11,000 272,000 —_
$3,040,000 $3,901,000 $3,336,000

The deferred tax asset consists of the following:

July 31, 2004 2003
Current:
Accrued liabilities and reserves............. $527,000 $375,000
Long-term:
Amortization of intangible assets ......... —_ 163,000
$527,000 $538,000

The reconciliation of the statutory tax rate to the effective
tax rate is as follows:

Years ended July 31, 2004 2003 2002
Statutory rate ... 34%  34%  34%
State and local taxes (net of federal

tax effect) ..o 7 6 6

Federal tax credit...

7. Concentrations of Credit Risk and Major Customers
The Company's business is with customers who are in the
healthcare industry or with governmental agencies.

The Company provides temporary health care personnel to
in-home patients and facilities in the New York City metro-
politan area, Connecticut, New Jersey and Massachusetts.
Credit losses relating to customers historically have been
minimal and within management's expectations.

At July 31, 2004, the Company maintained approximately
35% of its cash and cash equivalents with one financial
institution.

Under certain federal and state third-party reimbursement
programs, the Company received net patient revenue of
approximately $45,159,000, $45,565,000 and $41,253,000 for
the years ended July 31, 2004, 2003 and 2002, respectively.
At July 31, 2004 and 2003, the Company had aggregate
outstanding receivables from federal and state agencies of
$4,852,000 and $4,048,000, respectively.
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8. Stock Options

In 1992, the Company adopted an Employee Stock Option
Plan (the "Plan”) designed to provide incentives to key
employees (including directors and officers who are key
employees) and to non-employee directors of the Company.
The Plan authorizes the granting of both incentive and non-
qualified stock options to purchase up to 500,000 shares
of the Company's common stock. As of August 1, 2003
and July 31, 2004, 318,139 shares, of the Company’s com-
mon stock have been reserved for future issuance upon
the exercise of options designated at either (i) options
intended to constitute incentive stock options {“ISCs”)
under the Internal Revenue Code of 1986, as amended, or
(i) nongualified options. The Plan expired in July of 2002.
Options granted under the Plan expire not more than ten

years from the date of grant and vest immediately.

In 1999, the Company adopted a second Employee Stock
Plan (the “1999 Plan”). The 1999 Plan was adopted in antici-
pation of expiration of the Plan. The 1999 Plan was also
designed to provide incentives to key employees (including
directors and officers who are key employees) and to non-
employee directors of the Company. The Plan authorizes
the granting of both incentive and non-qualified stock
options to purchase up to 551,250 shares of the Company's
common stock. As of July 31, 2004, 392,311 shares of the
Company's common stock have been reserved for future
issuance. The provisions of the 1999 Plan are consistent with
the Plan. Unless sooner terminated, the 1999 Plan will expire
in October 2009. Options granted under the 1999 Plan
expire not more than ten years from the date of grant and

vest immediately.

A summary of the status of the Company's stock option plan as of July 31, 2004, 2003 and 2002 and changes for the years

ending on those dates is presented below:

Weighted
Number Expiration Average
of Shares Date Exercise Price
Options outstanding at July 31, 2001 507,966  2004-2009 $ 3.85
Options exercised (153,445) - 3.61
Options forfeited (5,513) — 3.65
OPHIONS Granted ...ccci ettt ettt ate et etttk n et 183,750 2004-2011 13.31
Options outstanding at July 31, 2002.......coiiiiiiiiii ettt 532,758 — 7.43
OPIONS @XEICISEA 1. otteeiiiiti ittt e ettt ettt ettt e b b e sate e bt e e s st ebe e ea e e sbtesaeeenb e e saeeaebeenbneeae (1,000) 2009 3.84
Options outstanding at July 31, 2003 ..o ettt e 531,758 2004-2011 7.23
OPTIONS EXEFCISEA co.viiiieiieerieiieertietece e ettt etee e s st e rteets e aeass et e besaaassesseessaaresssesbeeneansasteareeneerean (137,569)  2004-2009 3.77
OPLIONS TOIFRITEA ..oviiiiierc ettt et b et et sbaas e stb e aere et eeae s resteetbasbenaaeansas (15,750) 2011 13.58
Options outstanding at July 31, 2004.........ccoiiiiiicriiieeere e ness e e baenas 378,439  2004-2011 $ 8.51
Weighted
Average
Remaining Weighted Weighted
Number Contractual Average Number Average
Range of Exercise Price Outstanding Price Exercise Price  Exercisable  Exercise Price
11,024 4.25 years $ 3.66 11,024 $ 3.66
155,315 4.91 years $ 4.04 155,315 $ 4.04
44,100 2.42 years $ 4.34 44,100 $ 4.34
168,000 4.83 years $14.05 168,000 $14.05

The Plan options are exercisable at various prices, none of which were in excess of 110% of the fair market value of the

Company's common stock at the date of grant.
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Data summarizing year-end options exercisable and
weighted average fair value of options granted during the
years ended July 31, 2004, 2003 and 2002 is shown below:

Options Exercisable 2004 2003 2002
Options exercisable

atyearend ... 378,439 531,758 532,758
Weighted average

exercise price.......uen... $8.51 $7.23 $7.43

Weighted average fair
value of options granted
during the year .............. — — 9.61

Weighted average remain-
ing contractual life.......... 5.07 years

6.07 years  7.07 years

9. Commitments, Contingencies and Other Matters
Employee Savings and Stock Investment Plan Effective
January 1, 1999, the Company amended and restated its
Employee Savings and Stock Investment Plan organized
under Section 407(k) of the Internal Revenue Code. Under
the amended plan, employees may contribute up to 15% of
their salary, limited to the maximum amount allowable
under federal tax regulations. The Company will match
100% of the first 3% of employees’ contributions and 50%
of the next 2% of employees’ contributions, provided that
the matching contributions on behalf of any employee does
not exceed 4% of employees’ compensation. The Company
may also make additional contributions at its discretion.
An employee may invest in Company stock and several
mutual funds. The Company's matching contributions for
the years ended July 31, 2004, 2003 and 2002 were
$676,000, $653,000, and $617,000, respectively.

Employment Agreements The Company has employment
agreements with four officers, which expire through October
31, 2006. The aggregate commitment for future salary,
excluding bonuses, is $1,840,000. One agreement also pro-
vides for increases based on increases in the consumer
price index and additional annual compensation based on
4% of pre-tax income, as defined, in excess of $3,000,000.
Two other agreements provide for additional compensation
based on 4% and 1% of income from operations, as defined,
in excess of $3,300,000. in addition, these two agreements
provide for annual reviews and adjustments of the respec-

tive base salaries.

Leases The Company rents various office facilities through
2008 under the terms of several lease agreements that
include escalation clauses.

At July 31, 2004, minimum annual rental commitments under
noncancellable operating leases are as follows:

Years ending July 31,

$1,051,000
409,000
174,000
73,000
15,000

$1,722,000

Rent expense for the years ended July 31, 2004, 2003
and 2002 was approximately $1,187,000, $1,110,000, and
$853,000, respectively.

One lease agreement is with a company controlled by the
Company’s Chairman of the Board. Net rent expense under

such lease agreement approximates $213,000 per year.

Litigation The Company and certain of its officers and
directors have been named as defendants in a consolidated
class action brought on behalf of certain shareholders of
SunStar Healthcare, Inc. ("SunStar”). The lawsuit asserts
alleged acts or omissions, which resulted in misrepre-
sentations or omissions of material information concerning
the financial condition of SunStar. In February 2001, the
Court dismissed the complaint and granted the plaintiffs
leave to amend. In addition, the lawsuit alleges that the
Company and certain directors exercised control over
SunStar. In October 2001, the Court granted the defen-
dants’ motion to dismiss the complaint with prejudice.
Plaintiffs did not appeal this decision.

In a related action, the director defendants are named in a
case brought by the Department of Insurance of the State
of Florida. The allegations in this action are similar to those
alleged in the class action lawsuit, which was subsequently
dismissed. Although the Company is not named in this
action, the Company intends to indemnify the director
defendants to the fullest extent permitted under its bylaws.
On May 7, 2002, the Court granted the director defendants’
motion to dismiss and granted the plaintiff leave to serve a
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further amended complaint. On July 24, 2001, the plaintiff
served an amended complaint. On September 24, 2001 the
director defendants filed a motion to dismiss the amended
complaint. In September 2002, the director defendants (and
certain other defendants) entered into a settlement agree-
ment with the plaintiff to resolve this action. The settlement
payments were made in March 2004. Because the amount
of payments had been previously reserved, the payments
had no impact on the Company’s July 31, 2004 consolidated
statement of earnings.

In Octcber 2003, the Company’s Connecticut Home Care
subsidiary received a subpoena from the United States
Attorney’'s Office in New Haven, Connecticut. The sub-
poena seeks production of documents in connection with
an investigation into possible violations of certain federal
health care laws. The records sought by the subpoena relate
to the subsidiary’s psychiatric nurses.

Credit Facility The Company has a $7,500,000 committed
revolving line of credit facility (the “credit facility”) with its
bank. The credit facility allows for the Company to borrow
up to the lesser of $7,500,000 or 80% of eligible zccounts
receivable at the bank’s prime rate or LIBOR plus 2.5%. The

credit facility expires on October 23, 2005 and requires the
Company to meet certain financial covenants and ratios.
The Company is required to pay a .25% commitment fee on
unused amounts. At July 31, 2004 and 2003 there was no

outstanding balance under the credit facility.

10. Stock Dividends

The Board announced on April 25, 2002 the declaration of a
5% stock dividend payable May 17, 2002 to shareholders of
record on May 10, 2002. The Board also announced on
March 13, 2001 the declaration of a 5% stock dividend pay-
able on March 23, 2001 to shareholders of record on March
16, 2001. The basic and diluted weighted average number
of shares outstanding and net income per share information
for all prior reporting periods have been restated to reflect
the effects of the stock dividends.

11. Treasury Stock

In April 2003, the Board of Directors increased its annual
program to repurchase its Common Stock from $1,000,000
to $3,000,000. Purchases would be made from time to time
in the open market and through privately negotiated trans-
actions, subject to general market and other conditions.

12. Summarized Quarterly Data (unaudited)

Presented below is a summary of the unaudited consolidated quarterly financial information for the years ended July 37,

2004 and 2003 (in thousands, except per share data):

2004

Quarter First Second Third Fourth
NET PALIENT FEVEIMUE oottt ettt e b e et st e e s bt et e st e saeeatesebaesaens $24,414  $22,869 $23,73%9(a) $23,570 (a)
Cost of revenue . 16,419 15,105 15,163 15,163
General and administrative expenses..... 5,887 5,786 5,895 5,935
Amortization of INtangiBles .. ..o 127 128 128 127
Allowance for possible losses 105 S5 680 (b) 272

Total operating expenses ...... 22,538 21,074 21,866 21,497
INCOME FromM OPErAtIONS....cciiiieii ettt ettt e b e re et 1,876 1,795 1,873 2,073
01 £ =5 AR Tl o) 4o T SO U PP  OT USSP ORI ORI 25 31 43 44
INCOME DETOre INCOME LAXES ..ot ovieeeiie vttt sie st e e e e s e st et sb e eeeeear e e resaeas 1,901 1,826 1,916 2,117
ProviSION fOr INCOME TAXES . iiiiiii e et it erere e erer st eratee s cbreeentee e s raeasseae s s sbeneranenesnrens 746 693 703 898
BT TNCOMIB 1ottt ettt ete e e b et e rb e et e ere et e s anettestssiserasessaneeabeeasansessssanenteareens $ 1,155 % 1,133 % 1,213 $ 1,219

Net income per common share:

............................. $ 21 %8 2v & 22 $ 22
............................. $ 20 $ 20 $ 20 $ .21

(a) Includes $790,000 and $126,000 retroactive rate adjustment in the third and fourth quarters, respectively.

(b) Includes $600,000 of additional provision for possible losses.
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2003

Quarter First Second Third Fourth
INET PATIENT TEVENUE ...ttt ettt ettt e b e e st ehe e e sasnebaeh e s s seacass s e e s e ens $22,939 $24,643 $25,120 $24,533
COST OFf FBVENUE ..ottt e ettt et st e bt s st eeeaa e s s e str e s s s s eateembe e srsesaesatseennens 14,740 15,956 16,374 16,186
General and administrative EXPENSES . .. iiviiiiieieiecr ittt seer et ees e atesie et esbesbesasassasanresnaeaes 5,603 5,982 6,020 5,942
Amortization of INtangibles ... 140 151 150 150
Allowance for Possible 0SS5 .. i e e 50 50 75 125

TOtal OPErating EXPENSES wueieitiirieeriieieiterterra s sa e e e easa et asae b e et esteassesbesaessaassesaesbenenessansessesanas 20,533 22,139 22,619 22,403
Income from operations . 2,406 2,504 2,501 2,130
e ST C=1-] T Tele 14 o 1= S U U ST SO TP PURTRRPOOt 55 35 31 22
INCOME B OrE INCOME FAXES oottt tere et e e e et e aeet e e e s raaesetaeeeeeie 2,461 2,539 2,532 2,152
P OVISION FOF ICOMIE tAXES . uveiiireie ittt ot e et eee et e e ete e s e te et ees b e e s b e e santeeasrssssbneesetasesssaaeesannes 987 1,065 1,038 81
N B I COMIE oo ee ettt e et e b e s s s e e ettt e reeshae et e ete s e s s e rn e saasseeenresameenssetseesrseanessatserseseane $ 1,474 % 1,474 $ 1,494 % 1,341
Net income per common share:

B BT C e aurette st ettt eet e ettt r et et b e eta b gt h bbb et bt eat et h e e e baeAe et e s ke en e e raennetn e er e e st et et et et seenes $ 26 % 26 % 27 & .24

D1 172 2= OO OSSOSO PPTO $ 26 $ 26 & 26 $ .24

13. Subsequent Events

On October 6, 2004, the Company, through a wholly owned subsidiary acquired certain assets of On Duty Metropolitan
Connecticut, LLC ("On Duty”). On Duty provides home health care services in Connecticut. The purchase price of $1,07%,000,
including acquisition costs of $104,000 was financed using internal funds. The acquisition was accounted for as a purchase.

On October 12, 2004, the Company’s Board of Directors declared a cash dividend of $.075 per share on its common stock,
payable on November 5, 2004 to holders of record of its outstanding common stock on October 22, 2004.
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Report of independent Registered Public Accounting Firm

Board of Directors and Stockholders
National Home Health Care Corp.
Scarsdale, New York

We have audited'the accompanying consclidated balance
sheets of National Home Health Care Corp. and Subsidiaries
as of July 31, 2004 and 2003 and the related consolidated
statements of earnings, changes in stockholders’ equity and
cash flows for the years ended July 31, 2004, 2003 and 2002.
These consolidated financial statements are the responsibility
of the Company’s management. Our responsibility is to
express an opinion on these consolidated financial statements

based on our audits.

We conducted our audits in accordance with the standards
of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence support-
ing the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles
used and significant estimates made by management, as well

24 National Home Health Care Corp. and Subsidiaries

as evaluating the overall financial statement presentation.
We believe that our audits provide a reasonable basis for

our opinion.

In our opinion, the consolidated financial statements referred
to above present fairly, in all material respects, the financial
position of National Home Health Care Corp. and Subsidiaries
at July 31, 2004 and 2003, and the results of their operations
and their cash flows for the years then ended July 31, 2004,
2003 and 2002 in conformity with accounting principles
generally accepted in the United States of America.

5 }.}O Sel‘c)Mc'A, LLP

BDO Seidman, LLP
Valhalla, New York
October 20, 2004
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